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INTRODUCTION

This document,! prepared by the staff of the Joint
Committee on Taxation, provides a description of the
Administration’s revenue proposals included in President
Clinton’s fiscal year 1994 budget proposal.? The House Ways
and Means Committee is scheduled to mark up revenue
reconciliation provisions under the Budget Resolution for
fiscal year 1994.

Part I describes the revenue-raising provisions and Part
II describes the revenue-reduction provisions. (A separate
staff document presents the estimated budget effects of the
Administration’s revenue proposals.)

! This document may be cited as follows: Joint Committee on

Taxation, Ways and Means Committee Markup of the Administration’s
Revenue Propogalg (JCX-1-93), May 4, 1993.

2 See Department of the Treasury, Summary of the

Administration’'s Revenue Proposals, February 1993; supplemented by
"Description of Modified BTU Tax," April 1, 1993, and "Supplement
to Summary of the Administration’s Revenue Proposals, " April 1993.
Also, see Office of Management and Budget, A Vision of Change for
America, February 17, 1993, and Budget of the. United States
Government, Fiscal Year 1994. Further, see Joint Committee on

Taxation, Summary of the President’s Revenue Proposalsg (JCS-4-93),

March 8, 1993.



I. REVENUE-RAISING PROVISIONS
A. Individual Income and Estate and Gift Tax Provisions
1. Increased tax‘rates for higher income individuals
Pregent Law
Regqular tax rates

For 1993, the individual income tax rates are as follows--

If taxable income is: Then income tax equals;
Single individuals

$0-$22,100......0.0... 15 percent of taxable income.
$22,100-$53,500..... $3,315.00 plus 28% of the amount over $22 100.
Over $53,500........ $12,107.00 plus 31% of the amount over $53,500.

Heads of household

$0-829,600.......... 15 percent of taxable income.
$29,600-$76,400..... $4,440.00 plus 28% of the amount over $29,600.
- Over $76,400........ $17,544.00 plus 31% of the amount over $76,400.
Married individuals filing joint returns
$0-$36,900.......... 15 percent of taxable income.
$36,900-$89,150..... $5,535 plus 28% of the amount over $36,900.
Over $89,150........ $20,165 plus 31% of the amount over $89,150.

rri individuals filing separate returns

$0-$18,450.......... 15 percent of taxable income.
$18,450-544,575..... $2,767.50 plus 28% of the amount over $18 450.
Over $44,575........ $10,082.50 plus 31% of the amount over $44,575.

Egtates and trustsg

$0-83,750. .00 15 percent of taxable income.
$3,750-811,250...... $562.50 plus 28% of the amount over $3,750.
Over $11,250........ $2,662.50 plus 31% of the amount over $11,250.

The individual income tax brackets are indexed for inflation.

Alternative minimum tax

An individual taxpayer is subject to an alternative minimum
tax (AMT) to the extent that the taxpayer’s tentative minimum tax
exceeds the taxpayer’s regular tax liability. A taxpayer’s
tentative minimum tax generally equals 24 percent of alternative




minimum taxable income (AMTI) in excess of an exemption amount.
The exemption amount is $40,000 for married taxpayers filing joint
returns and $30,000 for single taxpayers and head of household
filers. The exemption amount is phased out for taxpayers with AMTI
above $150,000 for married taxpayers filing joint returns and
$112,500 for single taxpayers and head of household filers.

Surtax on higher-income taxpayers

Under present law, there is no surtax imposed on higher-income
individuals.

Itemized deduction limitation

Under present law, individuals who do not elect the standard
deduction may claim itemized deductions (subject to certain
limitations) for certain nonbusiness expenses incurred during the
taxable year. Among these deductible expenses are unreimbursed
medical expenses, unreimbursed casualty and theft losses,
charitable contributions, qualified residence interest, State and
local income and property taxes, unreimbursed employee business
expenses, and certain other miscellaneous expenses.

Certain itemized deductions are allowed only to the extent
that the amount exceeds a specified percentage of the taxpayer'’'s
adjusted gross income (AGI). Unreimbursed medical expenses for
care of the taxpayer and the taxpayer’s spouse and dependents are
deductible only to the extent that the total of these expenses
exceeds 7.5 percent of the taxpayer’s AGI. Nonbusiness,
unreimbursed casualty or theft losses are deductible only to the
extent that the amount of loss arising from each casualty or theft
exceeds $100 and only to the extent that the net amount of casualty
and theft losses exceeds 10 percent of the taxpayer’s AGI.
Unreimbursed employee business expenses and certain other
miscellaneous expenses are deductible only to the extent that the
total of these expenses exceeds 2 percent of the taxpayer’s AGI.

The total amount of otherwise allowable itemized deductions
(other than medical expenses, casualty and theft losses, and
investment interest) is reduced by 3 percent of the amount of the
taxpayer’'s AGI in excess of $108,450 in 1993 (indexed for
inflation). Under this provision, otherwise allowable itemized
deductions may not be reduced by more than 80 percent. In
computing the reduction of total itemized deductions, all present-
law limitations applicable to such deductions are first applied and
then the otherwise allowable total amount of deductions is reduced
in accordance with this provision.

The reduction of otherwise allowable itemized deductions does
not apply to taxable year beginning after December 31, 1995.

Personal exemption phaseout

Present law permits a personal exemption deduction from gross



income for an individual, the individual’s spouse, and each
dependent. For 1993, the amount of this deduction is $2,350 for
each exemption claimed. This exemption amount is adjusted for
inflation. The deduction for personal exemptions is phased out for
taxpayers with AGI above a threshold amount (indexed for inflation)
which is based on filing status. For 1993, the threshold amounts
are $162,700 for married taxpayers filing joint returns, $81,350
for married taxpayers filing separate returns, $135,600 for
unmarried taxpayers filing as head of household, and $108,450 for
unmarried taxpayers filing as single.

The total amount of exemptions that may be claimed by a
taxpayer is reduced by 2 percent for each $2,500 (or portion
thereof) by which the taxpayer’s AGI exceeds the applicable
threshold (the phaseout rate is 4 percent for married taxpayers
filing separate returns). Thus, the personal exemptions claimed
are phased out over a $122,500 range, beginning at the applicable
threshold.

This provision does not apply to taxable years beginning after
December 31, 1996.

Adminigtration’s Proposal
ugg marginal tax rates

The proposal would impose a new 36-percent marginal tax rate
to taxable income in excess of the following thresholds:

Filing status Applicable threshold
Married individuals filing joint returns $140,000
Heads of households . $127,500
Unmarried individuals $115,000
Married individuals filing separate returns $ 70,000
Estates and trusts ' $ 5,500

For estates and trusts, the 15-percent rate would apply to
income up to $1,500, the 28-percent rate would apply to income
between $1,500 and $3,500, and the 31-percent rate would apply to
income between $3,500 and $5,500. Under this modified tax rate
schedule for estates and trusts, the benefits of the rates below
the 39.6-percent surtax-included rate (described below) for 1993
would approximate the benefits of the 15- and 28-percent rates for
1993 under present law.

As under present law, the tax rate bracket thresholds
(including the thresholds for the new 36-percent rate) would be
indexed for inflation.




Alternative minimum

The proposal would provide a two-tiered graduated rate
schedule for the AMT for taxpayers other than corporations. A 26-
percent rate would apply to the first $175,000 of a taxpayer’s AMTI
in excess of the exemption amount, and a 28-percent rate would
apply to AMTI more than $175,000 above the exemption amount. For
married individuals filing separate returns, the 28-percent rate
would apply to AMTI more than $87,500 above the exemption amount.
The proposal would increase the exemption amount to $45,000 for
married individuals filing joint returns, to $33,750 for unmarried
individuals, and to $22,500 for married individuals filing separate
returns, estates and trusts.

rtax on higher-in

The proposal would provide a 10-percent surtax on individuals
with taxable income in excess of $250,000 and on estates and trusts
with taxable income in excess of $7,500. For married taxpayers
filing separate returns, the threshold amount for the surtax would
be $125,000. The surtax would be computed by applying a 39.6-
percent rate to taxable income in excess of the applicable
threshold. Under this method of computation, unlike a simple 10-
percent increase in tax liability, capital gains would not be
subject to tax at a rate in excess of the current 28-percent
maximum rate. The threshold for the surtax would be indexed for
inflation in the same manner as other individual income tax rate
thresholds.

Itemized deduction limitation and phaseout of personal exemptions

The proposal would make permanent the provisions that limit
itemized deductions and phase out personal exemptions.

Effective Date

The proposal would be effective for taxable years beginning
on or after January 1, 1993. Withholding tables for 1993 would not
be revised to reflect the changes in tax rates. Penalties for the
underpayment of estimated taxes, however, would be waived for
underpayments of 1993 taxes attributable to these changes in tax
rates.



2. Provisions to prevent conversion of ordinary income to
-capital gain

a. Treatment of net capital gains as investment income
Pre Law

In the case of a taxpayer other than a corporation,
deductions for interest on indebtedness that is allocable to
property held for investment ("investment interest") are limited
to the taxpayer’s net investment income for the taxable year.
Disallowed investment interest is carried forward to the next
taxable year. Investment income includes gross income (other
than gain on disposition) from property held for investment and
any net gain attributable to the disposition of property held for
investment.

‘ Investment interest that is allowable is deductible at
ordinary rates. The net capital gain (i.e., net long-term
capital gain less net short-term capital loss) of a noncorporate
taxpayer is taxed at a maximum rate of 28 percent.

Prior to 1986, long-term capital gains were not included in
investment income for purposes of computing the investment
interest limitation.

Adminiggragion'g Proposal

Under the proposal, net capital gain generally would not be
included in investment income for purposes of computing the
investment interest limitation. A taxpayer, however, could
include net capital gain in investment income to the extent that
the taxpayer elects to reduce his net capital galn eligible for
the 28-percent maximum capital gains rate.

Effective Date

The proposal would be effective for taxable years beginning
after December 31, 1992.

b. Definition of "substantially appreciated®" inventory
Present Law

Under present law, amounts received by a partner in exchange
for his interest in a partnership are treated as ordinary income
to the extent they are attributable to substantially appreciated
inventory of the partnership. For these purposes, inventory is
treated as substantially appreciated if the wvalue of the
partnership’s inventory exceeds both 120 percent of its adjusted
basis and 10 percent of the value of all partnership property
(other than money).




Adminigtration’s Pro 1

The proposal would eliminate the requirement that the
partnership’s inventory exceed 10 percent of the value of all
partnership property in order to be substantially appreciated.
Thus, if the inventory is worth more than 120 percent of its
adjusted basis, the inventory would be treated as substantially
appreciated. 1In addition, any inventory property acquired with a
principal purpose to reduce the appreciation to less than 120
percent in order to avoid ordinary income treatment would be
disregarded in applying the 120-percent test.

Effective Date

The proposal would apply to exchanges of partnership
interests after April 30, 1993.

c. Repeal of certain exceptions to the market discount
rules ,

Pr Law

A market discount bond is a bond that is acquired for a
price that is less than the principal amount of the bond (or less
than the amount of the issue price plus accrued original issue
discount (OID) in the case of an OID bond). Market discount
generally arises when the value of a debt obligation declines
after issuance (typically, because of an increase in prevailing
interest rates or a decline in the credit-worthiness of the
borrower) .

Gain on the disposition of a market discount bond generally
must be recognized as ordinary income to the extent of the market
discount that has accrued. This ordinary income rule, however,
does not apply to tax-exempt obligations and to market discount
bonds issued on or before July 18, 1984.

Adminigtration’s Progoggl

Under the proposal, the ordinary income rule would apply to
tax-exempt obligations and to market discount bonds issued on or
before July 18, 1984, if the obligations are acquired after April
30, 1993. Thus, gain on the disposition of a tax-exempt
obligation (or any other market discount bond) that is acquired
for a price that is less than the principal amount of the bond
generally would be treated as ordinary income (and not as tax-

exempt interest or capital gain) to the extent of accrued market
discount. ’

Effective Date

The proposal would be effective for bonds purchased on or
after April 30, 1993. Thus, current owners of tax-exempt bonds
and other market discount bonds issued on or before July 18,




1984, would not be required to treat accrued market discount as
ordinary income.

d. Accrual of income by holders of stripped preferred stock

Pregsent Law

In general, if a bond is issued at a price approximately
equal to its redemption price at maturity, the expected return to
the holder of the bond is in the form of periodic interest »
payments. In the case of original issue discount ("OID") bonds,
however, the issue price is below the redemption price, and the
holder receives his expected return in the form of price
appreciation. The difference between the issue price and -
redemption price is the OID, and a portion of the OID is required
to be accrued and included in the income of the holder annually.
Similarly, for preferred stock that is issued at a discount from
its redemption price, a portion of the redemption premium must be
included in income annually.

A stripped bond (i.e., a bond issued with interest coupons
that is later stripped of any of its unpaid interest coupons so
that the ownership of the bond is separated from the ownership of
the interest coupons) generally is treated as a bond issued with
0ID equal to (1) the stated redemption price of the bond at
maturity minus (2) the amount paid for the stripped bond.

If preferred stock is stripped of some of its dividend
rights, however, the stripped stock is not subject to the rules
that apply to stripped bonds or to the rules that apply to bonds
and preferred stock issued at a discount.

Administration’s ﬁrgpogal

The proposal would treat the purchaser of stripped preferred
stock (and a person who strips preferred stock and disposes of
the stripped dividend rights) in generally the same way that the
purchaser of a stripped bond would be treated under the OID
rules. Thus, stripped stock would be treated like a bond issued
with OID equal to (1) the stated redemption price of the stock
minus (2) the amount paid for the stock. The "OID" accrued under
the proposal would be treated as ordinary income and not as
interest or dividends.

Stripped preferred stock would be defined as any preferred
stock where the ownership of the stock has been separated from
the right to receive any dividend that has not yet become
payable. The proposal would apply to stock that is limited and
preferred as to dividends, does not participate in corporate
growth to any significant extent, and has a fixed redemption
price.




No inference would be intended as to the proper tax
treatment of stripped preferred stock or stripped dividend rights
under present law. :

Eff ive D

The propcsél is effective for stripped stock that is
purchased after April 30, 1993.

e. Recharacterization of capital gain as ordinary income
for certain financial transactions

Present Law

Interest from a loan generally is treated as ordinary
income. Gain from the sale or exchange of a capital asset
generally is treated as capital gain.

Net capital gain (i.e., net long-term capital gain less net
short-term capital loss) of an individual is subject to a maximum
tax rate of 28 percent.

Financial transactions can be designed to generate income
from the sale of capital assets with no economic risks other than
the risks of default and of changing interest rates that all
lenders bear. These financial transactions are functionally
equivalent to loans, and the income is functionally equivalent to
interest.

Administration’s Proposal

The proposal would treat capital gain from certain
transactions that are functionally equivalent to loans as
ordinary income.! The proposal would apply only to gain that
otherwise would be properly treated as capital gain under present
law. No inference would be intended as to when gain is properly
treated as capital gain under present law.

Under the proposal, capital gain from the disposition of
property that was part of a "conversion transaction" would be
recharacterized as ordinary income. The term "conversion
transaction" would include transactions where substantially all
of the taxpayer’s expected net return was attributable to the
time value of the taxpayer’s net investment and where the
taxpayer had (1) bought property and, at about the same time,
agreed to sell the same or substantially identical property for a
higher price in the future, (2) created a straddle of actively

1 This ordinary income would continue to be treated as gain
from the sale of property for purposes such as the unrelated
business income tax for tax-exempt organizations and the gross

income requirement for regulated investment companies.




traded personal property, (3) entered into a transaction that was
marketed or sold as producing capital gains, or (4) entered into
a conversion transaction described in Treasury regulations.

The amount of gain from a disposition that would be
recharacterized as ordinary income is calculated by applying an
interest rate to the taxpayer’s net investment in the conversion
transaction (for a period that begins with the entering of the
conversion transaction and ends with the disposition of the
property (or, if earlier, the termination of the conversion
transaction)).

For example, suppose a taxpayer buys 100 shares of X stock
for $1,000 and, at the same time, enters into a contract to sell
that stock in one year for $1,060. If the taxpayer sells the
stock, and the gain would otherwise be treated as capital gain
under present law, then a portion of the $60 gain would be
recharacterized as ordinary income. That portion would be
calculated by applying an interest rate of 120 percent of the
Federal short-term rate to $1,000 for one year. If the
calculated amount exceeds $60, all $60 of the taxpayer’s gain
would be recharacterized as ordinary income.

Effective Date

The proposal would be effective for conversion transactions
entered into after April 30, 1993.




N Bt N i .
SR SR R T

3. Repeal health insurance wage base cap

Pregsent Law

As part of the Federal Insurance Contributions Act (FICA), a
tax is imposed on employees and employers up to a maximum amount
of employee wages. The tax is comprised of two parts: old-age,
survivor, and disability insurance (OASDI) and Medicare hospital
insurance (HI). For wages paid in 1993 to covered employees, the
HI tax rate is 1.45 percent on both the employer and the employee
on the first $135,000 of wages and the OASDI tax rate is 6.2
percent on both the employer and the employee on the first
$57,600 of wages.

Under the Self-Employment Contributions Act of 1954 (SECA),
a tax is imposed on an individual’s self-employment income.-The
self-employment tax rate is the same as the total rate for
employers and employees (i.e., 2.9 percent for HI and 12.40
percent for OASDI). For 1993, the HI tax is applied to the first
$135,000 of self-employment income and the OASDI tax is applied
to the first $57,600 self-employment income. In general, the tax
is reduced to the extent that the individual had wages for which
employment taxes were withheld during the year.

The cap on wages and self-employment income subject to FICA
and SECA taxes is indexed to changes in the average wages in the
economy. ‘ I - R R RN

Administration’s Proposal

The proposal would eliminate the dollar limit on wages and
self-employment income subject to HI taxes.

Effective Date

The proposal would be effective for wages and income
received after December 31, 1993. '

e



4, Reinstate top estate and gift tax rates at 53 percent and
55 percent

Present lLaw

A Federal gift tax is imposed on transfers by gift
during life and a Federal estate tax is imposed on transfers
at death. The Federal estate and gift taxes are unified, so
that a single progressive rate schedule is applied to an
individual’s cumulative gifts and bequests. For decedents
dying (or gifts made) after 1992, the estate and gift tax
rates begin at 18 percent on the first $10,000 of taxable
transfers and reach a maximum of 50 percent on taxable
transfers over $2.5 million. Previously, for the nine year
period beginning after 1983 and ending before 1993, two .
additional brackets applied at the top of the rate schedule,
a rate of 53 percent on taxable transfers exceeding $2.5
million and a maximum marginal tax rate of 55 percent on
taxable transfers exceeding $3 million. The
generation-skipping transfer tax is computed by reference to
the maximum Federal estate tax rate.

In order to phase out the benefit of the graduated
brackets and unified credit, the estate and gift tax is
increased by five percent on cumulative taxable transfers
- between $10 million and $18,340,000, for decedents dying and
gifts made after 1992. (Prior to 1993, this phase out of the
graduated rates and unified credit applied to cumulative
taxable transfers between $10 million and $21,040,000.)

Administration’s Proposal

The top two estate and gift tax rates which expired at
the end of 1992 would be reinstated. For taxable transfers
over $2.5 million but not over $3.0 million, the tax rate
would be 53 percent. For taxable transfers over $3.0
million, the tax rate would be 55 percent. The phase out of
the graduated rates and unified credit would be between $10
million and $21,040,000. Also, the rate of tax on
generation-skipping transfers would be 55 percent.

Effective Date
The proposal would be effective for decedents dying,

gifts made, and generation skipping transfers occurring after
December 31, 1992.
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5. Reduce deductible portion of business meals and
entertainment expenses to 50 percent

Pre Law

In general, a taxpayer is permitted a deduction for all
ordinary and necessary expenses paid or incurred during the
taxable year in carrying on any trade or business and, in the
case of an individual, for the production of income. No
deduction generally is allowed for personal, living, or family
expenses.

Meal and entertainment expenses incurred for business or
investment reasons are deductible if certain legal and
substantiation requirements are met. The amount of the deduction
generally is limited to 80 percent of the expense that meets
these requirements. No deduction is allowed, however, for meal
or beverage expenses that are lavish or extravagant under the
circumstances.

Adminigtration’s Proposal

The proposal would reduce the deductible portion of
otherwise allowable business meals and entertainment expenses
from 80 percent to 50 percent.

Effective Date

The proposal would be effective for taxable years beginning
after December 31, 1993,




/1

6. Deny deduction for club dues

Pregsent Law

No deduction is permitted for club dues unless the taxpayer
establishes that his or her use of the club was primarily for the
furtherance of the taxpayer’s trade or business and the specific
expense was directly related to the active conduct of that trade
or business (Code sec. 274(a)). No deduction is permitted for an
initiation or similar fee that is payable only upon joining a
club if the useful life of the fee extends over more than one
year. Such initial fees are nondeductible capital expenditures.!

Adminigtration’s Proposal

Under the proposal, no deduction would be permitted for club
dues. This rule would apply to all types of clubs (other than
those exempted below), including business, social, athletic,
luncheon, and sporting clubs. Specific business expenses (e.g.,
meals) incurred at a club would be deductible only to the extent
they otherwise satisfy the standards for deductiblity.

Dues for airline and hotel clubs would not be subject to the
proposal.

Bffective Date

The proposal would be effective for taxable years beginning
after December 31, 1993.

! Kenneth D, Smith, 24 TCM 899 (1965).
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7. Deny deduction for executive pay over $1 million

‘Pregent Law

The gross income of an employee includes any compensation
received for services rendered. An employer is allowed a
corresponding deduction for reasonable salaries and other
compensation. Whether compensation is reasonable is determined on
a case-by-case basis. However, the reasonableness standard has
been used primarily to limit payments by closely-held companies -
where dividends may be disguised as deductible compensation.

ini ion’s Pr

The proposal would preclude any publicly-held corporation
from taking a deduction for compensation in excess of $1 million
for any one of its top five executives. For this purpose, a
corporation would be treated as publicly held if the
corporation’s common equity securities are registered under
section 12 of the Securities Exchange Act of 1934. The
corporation’s top five executives would be defined as under the
SEC rules governing disclosure of executive compensation (i.e.,
the chief executive officer and the four other most highly-
compensated officers of the corporation).

Certain types of compensation would not be subject to the
deduction limit and would not be taken into account in
determining whether other compensation exceeds $1 million. The
following compensation would not be taken into account: (1)
payments to a tax-qualified retirement plan (including salary
reduction contributions), (2) amounts that are excludable from
the executive’s gross income, and (3) qualified performance-based
compensation. Qualified performance-based compensation would
include any compensation that is payable on a commission basis
and any performance-based compensation that meets certain
independent director and shareholder approval requirements. The
$1 million cap would be reduced by excess parachute payments that
are not deductible to the corporation. '

Commissions would be defined as compensation paid solely on
account of income generated directly by the individual
performance of the executive. Thus, for example, compensation
that equals a percentage of sales made by the executive or a
percentage of business that is directly attributable to the
executive would be treated as a commission. Income would not
fail to be attributable directly to the executive merely because
in generating the income the executive utilizes the support
services of other employees, such as secretarial or research
services. However, where compensation is paid on account of
broader performance standards, such as income produced by a
business unit, the compensation would be not a commission because
it would not be paid with regard to income that is directly
attributable to the individual executive.




Qualified performance-based compensation also would include
any compensation, other than commissions, that is paid solely on
account of the attainment of one or more performance goals,
provided that: (1) the performance goals are established by a
compensation committee consisting solely of two or more
independent directors; (2) the material terms under which the -
compensation is to be paid, including the performance goals, are
disclosed to and approved by the shareholders in a separate vote
prior to payment; and (3) prior to payment, the compensation
committee certifies that the performance goals and any other
material terms were in fact satisfied by the executive.
Compensation would not be treated as qualified performance-based
compensation if the executive has a right to receive the
compensation notwithstanding the failure of the compensation
committee to certify attainment of the performance goal or the
absence of shareholder approval. Under the proposal, a :
performance goal would be defined broadly to include any
performance standard that is. applied to the individual executive,
a business unit, or the corporation as a whole. For example,
stock options or other stock appreciation rights generally would
be treated as qualified performance-based compensation, provided
that the requirements for independent director and shareholder
approval are met, because the amount of compensation paid to the
executive is based on an increase in the corporation’s stock
price.

Effective Date

The proposal would generally apply to compensation that is
otherwise deductible to the corporation in a taxable year
beginning on or after January 1, 1994. However, the proposal
would not apply to compensation paid under a binding written plan
or agreement in effect on February 17, 1993, and at all times
thereafter. This grandfather rule would not apply to the extent
that significant relevant aspects of the plan or agreement are"
modified after February 17, 1993. For example, compensation that
is deductible on account of stock options or restricted stock
rights granted on or before February 17, 1993, would continue to
be deductible without regard to the $1 million limit.
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8. Reduce compensation taken into account for qualified
‘'retirement plan purposes

Pregent lLaw

A limit is provided with respect to the amount of a
participant’s compensation that can be taken into account under a
tax-qualified pension plan (sec. 401(a) (17)). This limit on
includible compensation is $235,840 for 1993, and is adjusted
annually for inflation. The limit applies for determining the
amount of the employer’s deduction for contributions to the plan
as well as for determining the amount of the participant’s
benefits.

Administration’s Proposal

© Under the proposal, the section 401(a) (17) limit would be
reduced to $150,000. As under present law, the section 401(a) (17)
limit would be indexed for cost-of-living adjustments on an
annual basis. Corresponding changes also would be made to other
provisions that take into account the section 401(a) (17) limit.

Effective Date

The proposal would be effective for plan years beginning
after December 31, 1993. Benefits accrued prior to the effective
date for compensation in excess of the reduced limit would be
grandfathered.




9. Deduction for moving expenses

Pregsent law

An employee or self-employed individual may claim a
deduction from gross income for certain expenses incurred as a
result of moving to a new residence in connection with beginning
work at a new location (sec. 217). The deduction is not subject
to the floor that generally limits a taxpayer’s allowable
miscellaneous itemized deductions to those amounts that exceed 2
percent of his adjusted gross income. Any amount received
directly or indirectly by such individual as a reimbursement of
moving expenses must be included in the taxpayer’s gross income
as compensation (sec.. 82). The taxpayer may offset this income by
deducting the moving expenses that would otherwise quallfy as
deductible items under section 217. ,

Deductible moving expenses are the expenses of transporting
the taxpayer and members of his household, as well as his
household goods and personal effects, from the old residence to
the new residence; the cost of meals and lodging enroute; the
expenses for pre-move househunting trips; temporary living
expenses for up to 30 days in the general location of the new
job; and certain expenses related to either the sale or
settlement of a lease on the old residence or the purchase of or
the acquisition of a lease on a new residence in the general
location of the new job. .

The moving expense deduction is subject to a number of
limitations. A maximum of $1,500 can be deducted for pre-move
househunting and temporary living expenses in the general
location of the new job. A maximum of $3,000 (reduced by any
deduction claimed for househunting or temporary living expenses)
can be deducted for certain qualified expenses for the sale or
purchase of a residence or settlement or acquisition of a lease.
If both a husband and wife begin new jobs in the same general
location, the move is treated as a single commencement of work.
If a husband and wife file separate returns, the maximum
deductible amounts available to each are one-half the amounts
otherwise allowed.

Also, in order for a taxpayer to claim a moving expense
deduction, his new principal place of work has to be at least 35
miles farther from his former residence than was his former
principal place of work (or at least 35 miles his former
residence, if he has no former place of work).
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inigtration’s Proposal

The proposal would exclude from the definition of moving
expenses: (1) the costs of meals consumed while traveling and
while living in temporary quarters near the new workplace, and
(2) the costs of selling (or settling an unexpired lease on) the
old residence and buying (or acquiring a lease on) the new
residence. ‘

Effective Date

The proposal would be effective for expenses incurred after
December 31, 1993.



10. Increase taxable portioh of Social Security and Railroad
Retirement Tier 1 benefits

Pr Law

Under present law, a portion of Social Security and Railroad
Retirement Tier 1 benefits are includible in gross income for
taxpayers whose incomes exceed a threshold amount. For purposes of
this computation, a taxpayer’s income includes modified adjusted
gross income (adjusted gross income plus tax-exempt interest) plus
one-half of the individual'’s Social Security or Railroad Retirement

Tier 1 benefit. The threshold amount is $32,000 for married
taxpayers filing joint returns, $25,000 for unmarried taxpayers,
and $0 for married taxpayers filing separate returns. An

individual is required to include in gross income the lesser of:
(1) 50 percent of the individual’s Social Security or Railroad
Retirement Tier 1 benefit, or (2) 50 percent of the excess of the
taxpayer’s income over the applicable threshold amount.

Proceeds from the income taxation of these benefits are
credited quarterly to the Old-Age and Survivors Insurance Trust
Fund, the Disability Insurance Trust Fund, or the Social Security
Equivalent Benefit Account (of the Railroad Retirement system), as
appropriate.

Adminigtragion'g Proposal

The proposal would require that individuals include in gross
income the ‘lesser of: (1) 85 percent of the individual’s Social
Security or Railroad Retirement Tier 1 benefit, or (2) 85 percent
of the excess of the taxpayer’s income over the applicable present
law threshold amounts. A taxpayer’s income for purposes of this
computation (modified adjusted gross income plus one-half of the
individual’s Social Security or Railroad Retirement Tier 1 benefit)
will remain the same as under present law.

Effective Date

The proposal would be effective for taxable years beginning
after December 31, 1993.
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B. Business Provisions
1. Increase corporate tax rate for taxable income over $10 million
Px Law
The highest marginal tax rate imposed on the taxablé«inébme of
corporations is 34 percent. The maximum rate of tax on corporate

net capital gains is also 34 percent. This rate applies to income
in excess of $75,000. Rates of 15 and 25 percent apply to taxable

income ranges below $75,000. A corporation with taxable income in

excess of $100,000 is required to increase its tax liability by the
lesser of 5 percent of the excess or $11,750. This increase in tax
phases out the benefits of the 15- and 25-percent rates for
corporations with taxable income between $100,000 and $335,000; a
corporation with taxable income in excess of $335,000, in effect,
pays tax at a flat 34-percent rate.

Adminigtration’s Prgpgggi

The proposal would provide a new 36-percent marginal tax rate
on corporate taxable income in excess of $10 million. The maximum
rate of tax on corporate net capital gains would also be 36
percent.

: A corporation with taxable income in excess of $15 million
would be required to increase its tax liability by the lesser of 3
percent of the excess or $200,000. This increase in tax would
recapture the benefits of the 34-percent rate in a manner analogous
to the recapture of the benefits of the 15- and 25-percent rates.
Because the 36-percent rate would apply only to income in excess of
$10 million, the vast majority of corporations would not be subject
to the new rate.

Effegtive‘Da;e

The 36-percent marginal rate would be effective for taxable
years beginning on or after January 1, 1993. Under existing law
provisions regarding changes in tax rates during a taxpayer'’s
taxable year (Code sec. 15), a fiscal year corporation would be
required to use a "blended rate" for its fiscal year that includes
January 1, 1993, Accordingly, the corporation’s tax liability
would be a weighted average of the tax resulting from applying the
existing corporate rate schedule and the tax resulting from
applying the changes described above, weighted by the number of
days before and after January 1, 1993.

Penalties for the underpayment of estimated taxes would be
waived for underpayments of 1993 taxes attributable to the changes
in tax rates.
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2. Deny deduction for lobbying expenses

Pregent Law

Trade or business expenses

Taxpayers engaged in a trade or business generally are allowed
a deduction for all ordinary and necessary expenses paid or
incurred during the taxable year in carrying on such trade or
business (sec. 162). Present-law section 162 (e) (1) specifically
provides a deduction for certain so-called "direct lobbying"
expenses (including travel expenses, costs of preparing testimony,
and a portion of dues) paid in carrying on a trade or business if
such expenses are (1) in direct connection with appearances before,
submissions of statements to, or sending communications to,
committees, or individual members, of Congress or of any
legislative body of a State or local government with respect to
legislation or proposed 1legislation of direct interest to the
taxpayer, or (2) in direct connection with communication of
information between the taxpayer and an organization of which he is
a member with respect to legislation or proposed legislation of
direct interest to the taxpayer and to such organization.

No deduction is allowed for any amount paid for participation
or intervention in any political campaign (i.e., "political
campaign" expenses) or if paid in connection with any attempt to
influence the general public, or segments thereof, with respect to
legislative matters, elections, or referendums (i.e., "grass roots
lobbying") .

Lobbying expenditures which do not meet the "direct lobbying"
requirements of section 162 (e) (1) are not deductible as ordinary
and necessary business expenses. Expenditures for institutional or
"good will" advertising which keeps the taxpayer’s name before the
public, however, are generally deductible, provided such
expenditures are related to the patronage the taxpayer might
reasonably expect in the future.!

! prior to 1963, Treasury Department regulations (dating back
to 1915) provided that all expenditures for lobbying purposes, for
political campaign purposes, or for propaganda (including
advertising) related to such purposes, were non-deductible. The
validity of these regulations was upheld by the U.S. Supreme Court
in Cammarano v. United States, 358 U.S. 498 (1959). 1In response to
the Cammarano decision, Congress enacted, as part of the Revenue
Act of 1962, the statutory rule contained in section 162 (e) (1)
specifically allowing a deduction for certain "direct lobbying"
expenses.
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Rules governing lobbying by tax-exempt organizationsg

Non-charitable exempt organizations. --Although most tax-exempt
organizations other than charitable organizations (e.g., social
welfare organizations and trade associations) generally may engage
in unlimited lobbying efforts, some restrictions do exist. If
political campaign or grass roots lobbying activities constitute a
substantial part of the activities of an organization, such as a
labor union or a trade association, the portion of dues or other
payments to the organization that is attributable to such
activities cannot be deducted by the payor under section 162.

Charitable organizations. --A charitable organization otherwise
described in section 501 (c) (3) is not entitled to tax-exempt status
under that section if lobbying constitutes a substantial part of
its activities. Lobbying activities are defined as attempts to
influence legislation. An organization will be regarded as
"attempting to influence legislation®™ if it (1) contacts, or urges

the public to contact, members of a legislative body for the

purpose of proposing, supporting, or opposing legislation; or (2)
advocates the adoption or rejection of legislation. However, an
organization will not lose its tax-exempt status merely because it
engages in lobbying as an insubstantial part of its activities.
Conducting nonpartisan research (while not advocating legislative
action) is not considered lobbying for purposes of the section
501(c) (3) restriction, nor is seeking to protect the organization’s
own existence or responding to a governmental request for
testimony.

A charity making the section 501 (h) election is subject to a
penalty excise tax on any "excess lobbying expenditures", as
defined in section 4911. The excess lobbying expenditures are
calculated on a formula based on the relationship of the exempt
purpose expenditures and the allowable lobbying amounts (or the
grass roots expenditures and the allowable grass roots amounts).
Section 4911 defines 1lobbying, or attempts to influence
legislation, as-- ’

"(A) any attempt to influence any legislation
through an attempt to affect the opinions of
the general public or any segment thereof, and

(B) any attempt to influence any legislation
through communication with any member or
employee of a legislative body, or with any
government official or employee who may
‘participate in the formulation of the
legislation.”
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However, section 4911(d) (2) specifically excludes the
following activities from the definition of T"influencing
legislation”:

(A) conducting nonpartisan analysis, study, or research;

(B) responding to a written request to provide technical
advice or assistance to a governmental body;

(C) appearing before, or communicating with, any legislative
body regarding a possible decision of such body which might
affect the existence of the organization, its powers and
duties, tax-exempt status, or the deduction of contributions
to the organization;

(D) communicating between the organization and its members
with respect to legislation or proposed legislation of direct
interest to the organization and such members, unless the
communication directly encourages members to (1) contact a
legislative body in an attempt to influence legislation, or
(2) urge other persons to attempt to affect the opinions of
the general public or to contact a legislative body in an
attempt to influence legislation; and

(E) communicating with government officials or employees to
the extent that the principal purpose of such communications
is not to influence legislation.

Priva ndationg.--Private foundations (as distinguished
from public charities) generally are subject to penalty excise
taxes under section 4945 if they engage in any direct or grass
roots lobbying, even if not substantial. For purposes of section
4945, 1lobbying is defined similarly as under section 4911(4d).
Specifically, the section 4945 penalty excise taxes do not apply to
nonpartisan analysis, the provision of technical advice to a
governmental body in response to a written request, or lobbying
before a legislative body with respect to a possible decision of
such body which might affect the existence of the private
foundation, its powers and duties, its tax-exempt status, or the
deduction of contributions to such foundation.

Administration’s Proposal

Taxpayers would no 1longer be allowed to deduct certain
lobbying expenses under section 162. Lobbying expenses for
purposes of this disallowance rule would be defined similarly to
the definition of expenditures to influence 1legislation under
section 4911(d) (1) (B) --that is, no deduction would be allowed for
any amount paid or incurred in connection with any attempt to
influence legislation through communication with any member or
employee of a legislative body, or with any government official or
employee who may participate in the formulation of legislation.
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The disallowance rule would apply to attempts to influence
legislation through communications with the executive branch as
well as the legislative branch of the Federal, or any State or
local, government. An exception to the general disallowance rule
would be provided to permit taxpayers to deduct expenditures for
providing technical advice or assistance to a governmental body or
to a committee or other subdivision thereof in response to a
specific written request by such governmental entity. (Exceptions
similar to the other exceptions of present-law section 4911 (d) (2),
such as the exception for nonpartisan analysis, would not be
provided.)

The present-law disallowance of business deductions for
expenses of grass roots lobbying and participation in political
campaigns would remain in effect. Existing rules which prevent
charities from engaging in a substantial amount of lobbying also
would remain in effect.

A flow-through rule would apply to disallow a deduction for a
portion of the membership dues (or similar amounts) paid to an
organization which engages in political or lobbying activities.
The disallowed portion of such payments would be the portion
allocable to political or lobbying expenditures incurred by the
organization.? As under current law, however, trade associations
and similar organizations would not lose their tax-exempt status by
conducting lobbying activities. Trade associations and similar
organizations would be required to report to their members (and the
IRS) the portion of membership dues (or similar payments) allocable
to lobbying activities. The Secretary of the Treasury would be
granted authority to provide by regulation that this reporting
requirement generally applicable to organizations would not apply
where unnecessary to effectuate the purposes of the provision
(e.g., where an organization incurs insubstantial lobbying
expenses, or where the disallowed portion of such expenditures
would not materially affect the tax 1liability of dues-paying
members) .

Penalties would be imposed on an organization for failing to
meet its reporting requirements. In addition to the normal
reporting penalties (generally, $50 for each failure to report to
the IRS or organization member), a special penalty would be imposed
on an organization which materially underreports its lobbying
expenses to its members. This special penalty would be equal to
the amount of 1lobbying or political expenses not reported
multiplied by the highest corporate tax rate (to approximate the
amount of tax which would have been paid by the organization’s
members had they been notified of the disallowed amounts).

’  For this purpose, lobbying expenditures incurred by an

organization would be allocated first to dues paid to the
organization, and any excess amount of lobbying expenditures would
be carried forward and allocated to dues paid to the organization
in the following year.
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Effective Date

The proposal would be effective for amounts paid or incurred
after December 31, 1993.




3. Mark-to-market accounting method for dealers in securities

Present Law

A taxpayer that is a dealer in securities is required for
Federal income tax purposes to maintain an inventory of securities
held for sale to customers. A dealer in securities is allowed for
Federal income tax purposes to determine (or value) the inventory
of securities held for sale based on: (1) the cost of the
securities; (2) the lower of the cost or market wvalue of the
securities; or (3) the market value of the securities.

If the inventory of securities is determined based on cost,
unrealized gains and losses with respect to the securities are not
taken into account for Federal income tax purposes. If the
inventory of securities is determined based on the lower of cost or
market value, unrealized losses (but not unrealized gains) with
respect to the securities are taken into account for Federal income
tax purposes. If the inventory of securities is determined based
on market value, both unrealized gains and losses with respect to
the securities are taken into account for Federal income tax
purposes.

For financial accounting purposes, the inventory of securities
generally is determined based on market value.

Adminigtration’s Proposal

In general
The proposal would provide two general rules (the

"mark-to-market rules") that apply to certain securities that are
held by a dealer in securities. First, any such security that is
inventory in the hands of the dealer would be required to be
included in inventory at its fair market value. Second, any such
security that is not inventory in the hands of the dealer and that
is held as of the close of any taxable year would be treated as
sold by the dealer for its fair market value on the last business
day of the taxable year and any gain or loss would be required to
be taken into account by the dealer in determining gross income for
that taxable year.! For this purpose, fair market value generally

! For purposes of the proposal, a security would be treated as
sold to a person that is not related to the dealer even if the
security is a contract between the dealer and a related person.
Thus, for example, Code sections 267 and 707 (b) would not apply to
any loss that would be required to be taken into account under the
proposal.

In addition, a security subject to the proposal would not be
treated as sold and reacquired for purposes of Code section 1091.
Section 1092 would apply to any loss recognized by the mark-to
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would be determined by'valulng each security on individual security
basis.

If gain or loss is taken into account with respect to a
security by reason of the second mark-to-market rule, then the
amount of gain or loss subsequently realized as a result of a sale,
exchange, or other disposition of the security, or as a result of
the application of the mark-to-market rules, would be appropriately
adjusted to reflect such gain or loss. 1In addition, the proposal
would authorize the Treasury Department to promulgate regulations
that provide for the application of the second mark-to-market rule
at times other than the close of a taxable year.

Character of gain or loss

Any gain or loss taken into account under the proposal (or any
gain or loss recognized with respect to a security that would be
subject to the proposal if the security had been held at the close
of the taxable year) generally would be treated as ordinary gain or
loss. This special character rule would not apply to any security
that is a hedge of a security that is not subject to the
mark-to-market rules or of a position, right to income, or a
liability that is not a security in the hands of the taxpayer.
Anti-abuse rules would be adopted to prevent straddle
opportunities.

Definitions

A dealer in securities would be defined as any taxpayer that
either (1) regularly purchases securities from, or sells securities
to, customers in the ordinary course of a trade or business, or (2)
regularly offers to enter into, assume, offset, assign, or
otherwise terminate positions in securities with customers in the
ordinary course of a trade or business.

A security would be defined as: (1) any share of stock in a
corporation; (2) any partnership or beneficial ownership interest
in a widely held or publicly traded partnership or trust; (3) any
note, bond, debenture, or other evidence of indebtedness; (4) any
interest rate, currency, or equity notional principal contract (but
not any other notional pr1nc1pal contract such as a notional
principal contract that is based on the prlce of oil, wheat, or
~other commodity); and (5) any evidence of an interest in, or any
derivative financial instrument in, a security described in (1)
through (4) above or any currency, including any option, forward
contract, short position, or any similar financial instrument in
such a security or currency.

In addition, a security would be defined to include any

market rules, but will have no effect if all offsetting positions
making up the straddle are subject to the mark-to market rules.
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position if: (1) the position is not a security described in the
precedlng paragraph; (2) the position is a hedge with respect to a
security described in the precedlng paragraph; and (3) before the
close of the day on which the position was acquired or entered into
(or such other time as the Treasury Department may specify in
regulations), the position is clearly identified in the dealer’s
records as a hedge with respect to a security described in the
preceding paragraph. A security, however, generally would not
include a contract to which section 1256(a) applies, unless such
contract is a hedge of a security to which the proposal would

apply.
Exceptions to the mark-to-market rules

Notwithstanding the definition of security, the mark-to-market
rules generally do not apply to: (1) any security that is held for
investment; (2) any evidence of indebtedness that is acquired
(including originated) by a dealer in the ordinary course of a
trade or business of the dealer but only if the evidence of
indebtedness is not held for sale; (3) any security which is a
hedge with respect to a security that is not subject to the
mark-to-market rules (i.e., any security that is a hedge with
respect to (a) a security held for investment or (b) an evidence of
indebtedness described in (2)), or (3) any security which is a
hedge with respect to a position, right to income, or a liability
that is not a security in the hands of the taxpayer.

In addition, the exceptlons to the mark-to-market rules would
not apply unless the securlty is clearly identified in the dealer’s
records as being described in one of the exceptions listed above.
A dealer may not treat a securlty that is identified as a hedge or
as an investment as also held in its capacity as a dealer (thus,
securities identified as qualifying for one of the exceptlons to
the mark-to-market rules may not be accounted for using the lower-
of-cost-or-market or other inventory method of accounting). The
Treasury Secretary would be authorized to issue regulations that
would prevent a dealer from avoiding the mark-to-market rules by
treating securities held for sale or as inventory as a security
that qualifies for one of the exceptions listed above. Flnally, a
dealer would be required to continue to hold the security in a

capacity that qualifies the security for one of the exceptions

listed above.

Other rules

The uniform cost capitalization rules of section 263A and the

? Whether or not a security or evidence of indebtedness would

be marked-to-market under the applicable financial accounting rules
would not be dispositive for purposes of determining whether such
securlty or evidence of indebtedness would be treated as held for
investment or as not held for sale under the proposal.



rules of section 263(g) that require the capitalization of certain
interest and carrying charges in the case of straddles would not
apply to any security to which the mark-to-market rules apply
because the fair market value of the security should include the
costs the dealer would otherwise capitalize.

In addition, the Treasury Department would be authorized to
promulgate such regulations as may be necessary or appropriate to
carry out the proposal, including rules to prevent the use of
year-end transfers, related persons, or other arrangements to avoid
the proposal. '

Effective Date

The proposal would apply to taxable years ending on or after
December 31, 1893. A taxpayer that would be required to charige its
method of accounting to comply with the requirements of the
provision is treated as having initiated the change in method of
accounting and as having received the consent of the Treasury
Department to make such change.

The net amount of the section 481 (a) adjustment would be taken
into account ratably over a 5-taxable year period beginning with
the first taxable year ending on or after December 31, 1993.

To the extent that a portion of the section 481(a) adjustment
of a taxpayer is attributable to the use of the LIFO inventory
method of accounting for any qualified security, such portion of
the adjustment would be taken into account ratably over the shorter
of (1) a 20-taxable year period or (2) the number of years the
taxpayer (or any predecessor) had utilized the LIFO inventory
method, beginning with the first taxable year ending on or after
December 31, 1993. 1In no event would the period be less than 5

years. For this purpose, "qualified security" would mean any
security acquired (1) by a floor specialist (as defined in section
1236(d) (2)) in connection with. the specialist’s duties as a

specialist on an exchange, but only if the security is one in which
the specialist is registered with the exchange or (2) by a taxpayer
who is a market maker in connection with the taxpayer'’s duties as
market maker, but only if (a) the security is included on the
National Association of Security Dealers Automated Quotation
System, (b) the taxpayer is registered as a market maker in such
security with the National Association of Security Dealers, and (c)
as of the last day of the taxable year preceding the taxpayer’s
first taxable year ending on or after December 31, 1993, the
taxpayer (or a predecessor of the taxpayer) has been actively
engaged as a market maker in such security for a 2-year period
ending on such date (or, if shorter, the period beginning 61 days
after the security was listed in such quotation system and ending
on such date.) The portion of the section 481 (a) adjustment that
is attributable to the use of the LIFO inventory method of
accounting for any qualified security would be determined under the
rules described in section 312(n) (4) (without regard to the
effective date of such section). 1In addition, the portion of the
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section 481(a) adjustment that is attributable to the use of the

LIFO inventory method of accounting for qualified securities could
not exceed the taxpayer’s overall sectlon 481(a) adjustment for all
securities under the proposal.

The principles of section 8.03(1) and (2) of Rev. Proc. 92-20,
1992-12 I.R.B. 10, would apply to the section 481(a) adjustment by
taking into account all securities of a dealer that are subject to
the mark-to-market rules (including those securities that are not
inventory in the hands of the dealer).

No addition to tax would apply to certain”ﬁnderpayments of
estimated tax to the extent that the underpayments are attributable
to the enactment of this proposal.
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4. Tax treatment of certain PSLIC financial assistance

Present Law and Background

A taxpayer may claim a deduction for a loss on the sale or
other disposition of property only to the extent that the
taxpayer’s adjusted basis for the property exceeds the amount
realized on the disposition and the loss is not compensated for
by insurance or otherwise (sec. 165 of the Code). In the case of
a taxpayer on the specific charge-off method of accounting for
bad debts, a deduction is allowable for the debt only to the
extent that the debt becomes worthless and the taxpayer does not
have a reasonable prospect of being reimbursed for the loss. If
the taxpayer accounts for bad debts on the reserve method, the
worthless portion of a debt is charged against the taxpayer’s
reserve for bad debts, potentially increasing the taxpayer’s
deduction for an addition to this reserve.

A special statutory tax rule, enacted in 1981, excluded from
a thrift institution’s income financial assistance received from
the Federal Savings and Loan Insurance Corporation (FSLIC)!, and
prohibited a reduction in the tax basis of the thrift
institution’s assets on account of the receipt of the assistance.
Under the Technical and Miscellaneous Revenue Act of 1988
(TAMRA) , taxpayers generally were required to reduce certain tax
attributes by one-half the amount of financial assistance
received from the FSLIC pursuant to certain acquisitions of
financially troubled thrift institutions occurring after December
31, 1988. These special rules were repealed by FIRREA, but still
apply to transactions that occurred before May 10, 1989.

Prior to the enactment of FIRREA, the FSLIC entered into a
number of assistance agreements in which it agreed to provide
loss protection to acquirers of troubled thrift institutions by
compensating them for the difference between the book value and
sales proceeds of "covered assets." "Covered assets" typically
are assets that were classified as nonperforming or troubled at
the time of the assisted transaction but could include other
assets as well. Many of these covered assets are also subject to
yield maintenance guarantees, under which the FSLIC guaranteed

! Until it was abolished by the Financial Institutions
Reform, Recovery and Enforcement Act of 1989 (FIRREA), FSLIC
insured the deposits of its member savings and loan associations
and was responsible for insolvent member institutions. FIRREA
abolished FSLIC and established the FSLIC Resolution Fund (FRF)
to assume all of the assets and liabilities of FSLIC (other than
those expressly assumed or transferred to the Resolution Trust
Corporation (RTC)). FRF is administered by the Federal Deposit
Insurance Corporation (FDIC). The term "FSLIC" is used hereafter
to refer to FSLIC and any successor to FSLIC.




the acquirer a minimum return or yield on the value of the
assets. The assistance agreements also generally grant the FSLIC
the right to purchase covered assets. 1In addition, many of the
assistance agreements permit the FSLIC to order assisted
institutions to write down the value of covered assets on their
books to fair market value in exchange for a payment in the '
amount of the write-down.

Under most assistance agreements, one or more Special
Reserve Accounts are established and maintained to account for
the amount of FSLIC assistance owed by the FSLIC to the acquired
entity. The assistance agreements generally specify the precise
circumstances under which amounts with respect to covered assets
are debited to an account. Under the assistance agreements,
these debit entries generally are made subject to prior FSLIC
direction or approval. When amounts are so debited, the FSLIC
generally becomes obligated to pay the debited balance in the
account to the acquirer at such times and subject to such offsets
as are specified in the assistance agreement.

In September 1930, the Resolution Trust Corporation (RTC),
in accordance with the requirements of FIRREA, issued a report to
Congress and the Oversight Board of the RTC on certain
FSLIC-assisted transactions (the "1988/89 FSLIC transactions").
The report recommended further study of the covered loss and
other tax issues relating to these transactions. A March 4, 1991
- Treasury Department report ("Treasury report") on tax issues
relating to the 1988/89 FSLIC transactions concluded that
deductions should not be allowed for losses that are reimbursed
with exempt FSLIC assistance. The Treasury report states that
the Treasury view is expected to be challenged in the courts and
recommended that Congress enact clarifying legislation
disallowing these deductions.?

Administration’s Pro al

- General rule

The proposal would treat FSLIC assistance with respect to
any loss of principal, capital, or similar amount upon the
disposition of an asset would be taken into account as
compensation for such loss for purposes of Code section 165.
FSLIC assistance with respect to any debt would be taken into
account under Code sections 166, 585 and 593 for purposes of
determining whether such debt is worthless (or the extent to
which such debt is worthless) and in determining the amount of

? Department of the Treasury, Report on Tax Issues Relating
to the 198 Federal Savings and Loan Insuran oration

Assisted Transactions, March 1991, Pp. 16-17.




any addition to a reserve for bad debts. For this purpose, FSLIC
assistance means any assistance or right to assistance with
respect to a domestic building and loan association (as defined
in Code sec. 7701(a) (19) without regard to subparagraph (C)
thereof) pursuant to section 406 (f) of the National Housing Act
‘or section 21A of the Federal Home Loan Bank Act (or under any-
similar provision of law).

Financial agsistan which the FIRREA am ; 1

The proposal would not apply to any financial assistance to
which the amendments made by section 1401 (a) (3) of FIRREA apply.

No inference

No inference would be intended as to prior law or as to the
treatment of any item to which the proposal does not apply.

Effective Date

In general

The proposal would apply to financial assistance credited on
or after March 4, 1991, with respect to: (1) assets disposed of
and charge-offs made in taxable years ending on or after March 4,
1991; and (2) assets disposed of and charge-offs made in taxable
years ending before March 4, 1991, but only for purposes of
determining the amount of any net operating loss carryover to a
taxable year ending on or after March 4, 1991.

For this purpose, financial assistance generally would be
considered to be credited when the taxpayer made an approved
debit entry to a Special Reserve Account required to be
maintained under the assistance agreement to reflect the asset
disposition or charge-off. An amount will also be considered to
be credited prior to March 4, 1991 if the asset was sold, with
prior FSLIC approval, before that date.

Application to certain net operating logses

The proposal would apply to the determination of any net
operating loss carried into a taxable year ending on or after
March 4, 1991, to the extent that the net operating loss is
attributable to a loss or charge-off for which the taxpayer had a
right to FSLIC assistance which had not been credited before
March 4, 1991.

Estimated Tax Payments

The proposal would waive additions to tax for underpayments
relating to certain estimated tax payments. .
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5. Extend corporate estimated tax rules

Present Law

A corporation is subject to an addition to tax for any
underpayment of estimated tax. For taxable years beginning after
June 30, 1992, and before 1997, a corporation does not have an
underpayment of estimated tax if it makes four equal timely
estimated tax payments that total at least 97 percent of the tax
liability shown on its return for the current taxable year. A
corporation may estimate its current year tax liability prior to

year-end by annualizing its income through the period ending with

either the month or the quarter ending prior to the estimated tax
payment due date. For taxable years beginning after 1996, the 97-
percent requirement becomes a 91-percent requirement.

A corporation that is not a "large corporation” generally may
avoid the addition to tax if it makes four tlmely estimated tax
payments each equal to at least 25 percent of its tax liability for
the preceding taxable year. A large corporation may use this rule
with respect to its estimated tax payment for the first quarter of
its current taxable year. A large corporation is one that had
taxable income of $1 million or more for any of the three preceding
taxable years.

: Agginigtragion'g Prcpgg;l

The proposal would permanently extend the 97 percent
requirement applicable to corporate estimated tax payments. The
proposal would not alter the present-law rules permitting the
payment of estimated taxes based on a corporation’s tax liability
for its preceding taxable year.

Effective Date

The proposal would be effective for taxable years beglnnlng
after 1996.




6. Limitation on section 936 credit

Present Law

Certain domestic corporations with business operations
in U.S. possessions (including, for this purpose, Puerto Rico
and the U.S. Virgin Islands) may elect under section 936 of
the Code generally to eliminate the U.S. tax (including the
alternative minimum tax) on certain income related to their
operations in the possessions. Income exempt from U.S. tax
under this provision falls into two broad categories:
business income, which in order to be exempt must be income
treated as foreign source income derived from the active
conduct of a trade or business within a U.S. possession; and
investment income, which in order to be exempt must be
derived from certain investments in the possessions or in
certain Caribbean Basin countries. The investment income
exempted under the provision is known as "qualified.
possession source investment income" (QPSII).! . For these and
other purposes, income derived within a possession is
encompassed within the term "foreign source income."

In order to qualify for the section 936 credit, a
domestic corporation must satisfy two requirements. Under
one requirement, the corporation must be treated as deriving
at least 75 percent of its gross income from the active
conduct of a trade or business within a U.S. possession over
a three-year period. Under the other requirement, the
corporation must be treated as deriving at least 80 percent
of its gross income from sources within a possession during
that same three-year period.

Three alternative rules are provided that relate to
allocating income from intangible property between a domestic
corporation that elects the section 936 credit (a "possession
corporation") and its U.S. shareholders. The general rule is
to prohibit the possession corporation from earning any
return on intangible property. A possession corporation can
instead elect to subject itself to one of two alternative
rules, if it satisfies certain conditions.

One such rule is referred to as the "cost sharing
method." Use of this method requires the possession
corporation to pay other members of its affiliated group of
corporations an amount that is the greater of: (1) the total
amount of the affiljated group’s research and development
expenses concerning the possession corporation’s product
area, multiplied by 110 percent of the proportion of its

! In contrast to the foreign tax credit, the possessions tax

credit is a "tax sparing" credit. That is, the credit is granted
whether or not the electing corporation pays income tax to the
possession.
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sales as compared to total product area sales of the group;
or (2) the amount of the royalty payment or inclusion that
would be required under sections 367(d) and 482 with respect
to intangible assets which the possession corporation is
treated as owning under the cost sharing method, were the
possession corporation a foreign corporation.

The alternative elective rule for allocating income from
intangible property between a possession corporation and its
U.S. shareholders is a "profit split" approach. This method
generally permits allocation to the possession corporation of
50 percent of the affiliated group of U.S. corporations’
combined taxable income derived from sales of products which
are manufactured in a possession.

Dividends paid by a possession corporation to a U.S.
shareholder may qualify for the deduction for dividends
received from a domestic corporation (sec. 243). In cases
where at least 80 percent of the stock of the possession
corporation is owned by a single domestic corporation, the
possession corporation’s possession source income generally
may be distributed without incurring any regular U.S. income
tax. However, such a dividend constitutes adjusted current
earnings of the shareholder for purposes of computing the
alternative minimum tax.

Taxes paid or accrued by possession corporations to
foreign countries or possessions on income which is taken
into account in determining the section 936 credit are
neither allowable for purposes of determining the foreign tax
credit nor deductible.

inigtration’s Proposal

The section 936 credit would be determined as under
present law, but would be subject to the following two
limitations. First, the credit allowed against U.S. tax on
business income (i.e., income derived from the active conduct
of a possession-based business, or from the sale of assets
used in such a business) would be limited to 60 percent of
the qualified wages the possession corporation pays to its
employees in the possessions. Second, the credit allowed
against U.S. tax on QPSII would be limited in cases where the
possession corporation’s assets that generate QPSII exceed 80
percent of its business property in the possessions. In such
a case, no credit would be allowed for the portion of its
QPSII attributable to QPSII assets which exceed that 80-
percent threshold.

For purposes of the first limitation, qualified wages
generally are defined by reference to the Federal
Unemployment Tax Act (FUTA) definition of wages. The amount
of wages taken into account for each employee would be
limited to the maximum earnings subject to tax under the
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OASDI portion of social security (currently $57,600), with
appropriate adjustments in the cases of part-time employees
and of employees whose principal place of employment is not
within a possession for the entire year. For this purpose,
wages generally would not include amounts paid to employees
assigned by the employer to perform services for another
person.

For purposes of the limitation on the credit against
U.S. tax on QPSII, the amount of a possession corporation’'s
QPSII assets for a taxable year is determined by computing
the average of the aggregate adjusted bases (for purposes of
computing earnings and profits) of its assets which generate
QPSII as of the close of each quarter of that year. A
possession corporation’s business property for a taxable year
is determined by computing the average of the aggregate
adjusted bases (for purposes of computing earnings and
profits) of tangible property used in a possession by the
corporation in an active trade or business.

The proposal would allow an affiliated group of
corporations to elect to consolidate related possession
corporations for purposes of determining their section 936
credit. The consolidated credit would be allocated among the
possession corporations under rules prescribed by the
Treasury Secretary.

If the section 936 credit of a possession corporation is
reduced by either of the limitations for a taxable year, then
the proposal would permit the corporation to claim a
deduction for a portion of its income taxes paid or accrued
to a possession for that year. The portion of the taxes so
deductible would be the portion that is allocable on a pro
rata basis to the corporation’s taxable income (computed
before taking into account any possession tax) the U.S. tax
on which is not offset by the section 936 credit.

For purposes of computing alternative minimum tax for a
recipient of dividends from a possession corporation, the
proposal would create a new separate foreign tax credit
limitation category for such dividends.

Effective Date

The proposal would be effective for taxable years
beginning after December 31, 1993, except that, for taxable
years beginning in 1994 or 1995, possession corporations may
elect to claim an alternative credit not subject to the two
limitations described above. Under this alternative, the
credit would be 80 percent of the current law credit for
taxable years beginning in 1994 and 60 percent for taxable
years beginning in 1995. Under the alternative credit, taxes
imposed by the possessions on income the U.S. tax on which is
not offset by the credit would be deductible by the




possession corporation.
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7. Enhance earnings stripping rules

Pregsent Law

Interest expenses of a U.S. corporate taxpayer are generally
deductible, whether or not the interest is paid to a related
party and whether or not the interest income is subject to U.S.
taxation in the hands of the recipient. In certain cases where
interest is paid by a corporation to a related person, and no
U.S. tax is imposed on the recipient’s interest income, the so-
called '"earnings stripping rules" in the Code provide for denial
of interest deductions by the corporate payor to the extent that
the corporation’s net interest expenses exceed 50 percent of its
adjusted taxable income. The disallowance is limited by, among
other things, the amount of tax-exempt interest paid to related
persons. The disallowance does not apply to interest on debt
with a fixed term which was issued on or before July 10, 1989, or
which was issued after that date pursuant to certain written
binding contracts in effect on that date.

The Treasury is authorized to provide such regulations as
may be appropriate to prevent the avoidance of the purposes of
this provision, including regulations that would disallow
deductions for interest paid to unrelated creditors in certain
cases: for example, certain cases that involve guarantees of the
debt by parties related to the debtor. The legislative history
accompanying the bill enacting the provision, however, indicates
an intent that such regulations not generally subject third-party
interest to disallowance whenever a guarantee is given in the
ordinary course. The legislative history further indicates an
expectation that any such regulations would not apply to debt
outstanding prior to notice of the rule if and to the extent that
the regulations depart from positions the Service and Treasury
might properly take under analogous principles of law that would
recharacterize guaranteed debt as equity.

To date, Treasury has promulgated no proposed or final
regulations that interpret the application of the earnings
stripping rules to third-party debt that is guaranteed by a
person related to the debtor.

Administration’s Proposal

Interest would be subject to disallowance under the earnings
stripping rules without regard to whether it is interest on a
fixed-term obligation issued before, on, or after July 10, 1989.
Interest paid on a loan from an unrelated party generally would
be treated under the earnings stripping rules as interest paid to
a related person with respect to which no U.S. tax is imposed if
no gross-basis U.S. income tax is imposed on the interest
(whether or not the interest recipient is subject to net-basis
U.S. income tax with respect to that interest), a related person
guaranteed the loan, and the related person is either exempt from
U.S. Federal income tax or is a foreign person. Exceptions would
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apply where the taxpayer controls the guarantor, and in cases,
identified by regulation, where the interest on the indebtedness
would have been subject to net basgis tax if the interest had been
paid to the guarantor. Except as provided in regulations, a
guarantee would be defined to include any arrangement under which
a person directly or indirectly assures, on a conditional or
unconditional basis, the payment of another’s obligation.

Effective Date

The proposal would apply to any interest paid or accrued in
taxable years beginning after December 31, 1993.




C. Foreign Tax Provisions

1. Require current taxation of certain earnings of controlled
foreign corporations

Pregent Law

In general

U.S. persons generally are taxed currently by the United
States on their worldwide income. U.S. tax on foreign source
income may be reduced by credits for foreign income taxes paid by
the U.S. person. Foreign income earned by a foreign corporation,
the stock of which is owned in whole or in part by U.S. persons,
generally is not taxed by the United States until the foreign
corporation repatriates those earnings by payment of a dividend
to its U.S. stockholders. If a foreign corporation pays a
dividend to a domestic corporation that owns 10 percent or more
of the voting stock of the foreign corporation, the domestic
corporation may receive credits for foreign income taxes paid by
the foreign corporation. This is sometimes known as the
"indirect" foreign tax credit.

Controlled foreign corporations

A "U.S. shareholder" of a U.S.-controlled foreign

- corporation--i.e., a U.S. person that is treated as owning at
least 10 percent of the foreign corporation’s voting stock--may
be taxed by the United States on certain earnings of the
controlled foreign corporation that have not been distributed by
the foreign corporation to the U.S. shareholder. Such
"inclusions" of undistributed controlled foreign corporation
earnings are triggered by two different provisions of the
controlled foreign corporation rules.

Under one such provision, a U.S. shareholder is taxed
currently on its proportionate share of the controlled foreign
corporation’s "subpart F income" earned during the taxable year.
Subpart F income typically is foreign income that is relatively
movable from one taxing jurisdiction to another and that is
subject to low rates of foreign tax. While subpart F income
generally includes dividends received by the controlled foreign
corporation, an exception applies to certain dividends from
related corporations organized and operating in the same foreign
country as the controlled foreign corporation.

The other provision taxing U.S. shareholders on
undistributed controlled foreign corporation earnings applies to
the controlled foreign corporation’s total current or accumulated
earnings (other than subpart F income), to the extent of an
increase in the amount of those earnings invested by the
controlled foreign corporation in certain U.S. property (as
defined in Code section 956).




Like the U.S. tax on dividends, the U.S. tax on inclusions
of subpart